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SUMMARY 


During the past several months the Government under 
the leadership of President Zulfikar Ali Bhutto has 
registered impressive accomplishments in dealing with 
the staggering problems resulting from civil war, 
military defeat by India, and the loss of the East 
Wing — now Bangladesh. However, problems remaining 
to be resolved are formidable. 


President Bhutto and Indian Prime Minister Indira 
Gandhi met at Simla in June and concluded an agreement 
for withdrawal of forces and for working toward 
resolution of outstanding problems, including the 
status of the disputed State of Kashmir and Jammu, 
through peaceful bilateral negotiations. Further 
bilateral meetings are to be scheduled. Meantime, 
Pakistan has made no apparent progress in resolving 
problems with the former East Wing, Bangladesh, nor 
in obtaining release of POWs and civilian internees 
captured in then East Pakistan. 


On the domestic front problems of regional aspirations 
and tensions between ethnic-linguistic groups have 
stood out among issues yet to be resolved. 


PPP electoral campaigning and the party's manifesto, 
followed now by promises and rapid beginnings of 
socio-economic reforms, have stimulated mass expecta- 
tions as well as frustrations. Aside from education 
measures, the Government has announced no new 
nationalization measures since the one in the life 
insurance field in March. Strikes and other disruptive 
labor disturbances have been serious. 


The economic situation has been characterized by an 
industrial recession, but a fairly good agricultural 
showing. The recession has reflected mainly lack of 
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investor confidence and labor disputes and strife. In 
the agricultural sector, a bumper cotton crop and 
expectations for another such crop have brightened 

the picture. The wheat harvest for the past season 
was reasonably good, although disappointing in not 
representing a continuance of past sharp upward trends. 


There has been a beginning of domestic reforms to 
strengthen the economy. Exchange reforms were instituted, 
including a bold devaluation from Rs. 4.76 to Rs. 11.00 

to the dollar. But much more remains to be done, 

including particularly changes in pricing policies in 

the agricultural sector, e.g., wheat, flour and fertilizer. 


External assistance has begun to shore up the depressed 
economy. In May the IMF approved Pakistan's request 
for a standby credit of Special Drawing Rights (SDRs) 
equivalent to $108 million. Also, the Aid Consortium 
agreed, subject to bilateral arrangements, to extend 
debt relief for the period of May 1971 through June 
1973 of about $234 million. The World Bank and 
individual members of the Consortium are expected 
shortly to make new loans for project and commodity 
assistance, generally suspended in 1971 when Pakistan 
imposed a moratorium on payment to its bilateral creditors. 


AID commodity loans, when negotiated, will improve 
prospects for increased US sales to Pakistan, as will 
also IDA loans to some extent. 


The outlook for investment, both foreign and domestic, 
is heavily clouded. There is a need for clarifying 
policy statements by the GOP and much more effective 
implementation of the general "welcome" proclaimed for 
new investment. 


A. CURRENT ECONOMIC SITUATION AND TRENDS 


Problems Associated with Civil War and Military Defeat 
by India: In June, President Bhutto and Prime Minister 
Gandhi met in Simla and reached an agreement to with- 
draw their respective military forces from the other's 
territory occupied during the recent war together with 
an understanding that other issues outstanding between 
the two countries, including the future status of the 
disputed State of Jammu and Kashmir, would be resolved 
through peaceful bilateral negotiation between the two 
governments. Representatives of the two countries are 
currently negotiating details of the troop withdrawals 
and a second Summit Meeting is contemplated this Fall. 
In sharp contrast, little if any progress has been 
made to improve relations between Pakistan and the 
former East Pakistan, now officially recognized by 

the United States as Bangladesh. An apparent impasse 
has been reached concerning Pakistan's demands for 

the immediate release of the more than 90 thousand 
military and civilian prisoners of war captured by 
India in then East Pakistan and by the refusal of 
Bangladesh to assent to their repatriation until 
Pakistan recognizes Bangladesh. The Simla Accord 

opens the way to a possible solution to Pakistan's 
long-standing disputes with India, dating back to the 
creation of Pakistan in 1947. A resolution of this 
dispute is essential if the Government of Pakistan is 
to channel an increasing portion of its resources into 
the social and development sectors rather than defense. 
A start has been made, but much remains to be accomplished 
before the establishment of normal relations, including 
direct comnunications, transportation and trade between 
India and Pakistan. 


There are reports of some trade via third countries 
but direct trade between Pakistan and the former East 


Wing remains suspended. Previously West Pakistan's 
annual shipments to the East Wing had been valued at 








approximately $200 million and imports at $110 million, 
for an approximate $90 million trade surplus (FY1970). 
Pakistan has generally been able to find alternative 
markets for cotton and cotton manufacturers which it 
formerly shipped to the East Wing, but it has not been 
as successful regarding tobacco and coarse rice. On 
the import side, Pakistan must now pay hard currency 
for the tea, jute, paper and other products which it 
formerly imported from the East Wing. The mutual 
advantages of some resumption of direct trade relations 


appear to be obvious, but at least partial settlement 
of political differences is a /prerequisite. 


The loss of the East Wing and the return to power of 

an elected civilian government after a decade of 
military rule have focused attention on incipient 
separatist tendencies and demands for greater autonomy 
within several of Pakistan's remaining four provinces. 

A controversial provincial bill to make Sindhi the 
official language of Sind province aroused the hostility 
of the Urdu-speaking community and led to such serious 
civil disorders in Karachi and other cities within the 
province that the Government was forced to impose martial 
law and curfews. This particular issue was apparently 
settled with a compromise understanding that offered 
additional concessions to Urdu speakers. However, it 
illustrates the potentially explosive nature of issues 
affecting local institutions or autonomy. 


Uncertainty Worries the Private Sector: Government 
spokesmen have repeatedly stated that they remain 
committed to the goal of an equalitarian society 
involving land reform and improved labor, educational 
and health systems. However, after its early nationali- 
zation of the life insurance industry and its take over 
of the management of 32 companies, the Government has 
moved with restraint, and its recent actions could 
hardly be described as radical. It has not offered 
compensation for the acreage expropriated under its 
land reform program, but the bulk of private land 
holdings have not been affected. Recently, the 


Government has demonstrated that it is willing to listen 


and to respond to complaints of the private sector as 
exemplified by its withdrawal of certain tax increases. 


Nevertheless, despite the relatively moderate Government 
actions to date, the mood of the private sector and 
particularly of the industrial sector continues to be 
apprehensive. The Government has generally not been success- 
ful in curbing sometimes violent labor disputes. Industry 
is neither permitted to discharge workers nor, in the case 
of certain basic industries such as fertilizer, to raise 

its prices despite its much higher rupee costs resulting 
from devaluation. Very importantly, too, private industry 
is still uncertain regarding its future role as visualized 
by the Government. Consequently, it is not surprising 

that industrial production has declined and that little new 
private investment is underway or even contemplated. 
Exceptions to this trend are increased interest by the 
private sector in petroleum exploration and in the expansion 
of tourist facilities by the Government. 


In the agricultural sector uncertainty also appears to be 

a major element. It is generally expected that the 

Government will increase support prices for the important 
wheat, rice and sugar crops as well as prices for fertilizer 
and pesticides, but it remains to be seen whether or not these 
raises will be adequate. Likewise, there is considerable 


uncertainty as to future price policy for water used for 
irrigation. 


Devaluation and Unification of Exchange Rate and Liberali- 
zation of Imports: On May 12, the Government changed the 
par value of the Pakistani rupee from Rs. 4.76 to Rs. ll 
to the dollar and abolished the previously existing 
multiple exchange rate structure and the bonus system for 
certain exports. The effect on exports was to raise the 
average rupee proceeds per dollar by approximately 20 
percent and by 30 percent for primary products, after 
allowing for export duties. On the payments side, the 
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effective rate for imports was increased on average by 
40 percent, and for invisible payments, including debt 
service, by 117 percent. The average for all payments 
was increased by about 66 percent. 


Accompanying devaluation, the Government adopted a 

more liberal import policy by replacing the various 
categories of imports with a "free list" and a "tied 
list." Most imports, comprising more than 300 items, 
are on the former, while only some 25 items to be 
financed by aid and barter are on the latter. In 
addition, certain commodities, such as coal, fertilizer, 
rail and track material, and electricity generating and 
transmission equipment, are reserved for public sector 
import only. Some luxury goods, perhaps the most 
important of which are private vehicles, continue to 

be banned. 


Devaluation should significantly increase foreign 
exchange receipts as Pakistani exports have proved to 
be highly elastic with regard to price. Furthermore, 
Pakistan's exports are such a small fraction of world 
trade that it should be possible considerably to 
increase volume without a significant effect on world 
prices. 


Import liberalization should have only a limited effect 
on the balance of payments because of the substantial 
increase in the rupee cost of imports. However, 
elimination of the multiple exchange rates could signifi- 
cantly alter the composition of imports and should 
result in a more rational allocation of resources. For 
example, the previous low exchange rate for capital 

goods imports stimulated plant expansion despite very 
substantial non-utilization of existing plant capacity. 


Prospects for Agricultural Production Are Good: The 
importance of the agricultural sector can hardly be 


over-looked, for not only does it support 80-85 per- 
cent of the economy (including agricultural-based 
exports), but agricultural exports account for the 
bulk of foreign exchange earnings. 


Tne FY-1972 cotton crop was good and another bumper 
crop of more than 4 million bales is predicted for 
FY-1973,. Cotton and cotton manufacturers are now 
Pakistan's chief foreign exchange earners. Cottonseed 
oil, together with rapeseed oil previously exported to 
East Pakistan, will reduce Pakistan's requirements for 
imports of soybean and other edible oils. 


FY-1972 wheat production was relatively high, although 
below hopes and expectations. The Government has not 
been able to procure therecessary quantities for its 
ration distribution system as the Government price is 
only about two-thirds the world price. The Government 
provides a coarse flour (atta) ration, which is of 

vital importance to the low income urban population, 

As requirements for the ration distribution system are 
close to 2.0 million metric tons of wheat, and as the 
Government has obtained only approximately 200,000 

metric tons under its domestic procurement program, it 
must import the remainder. The United States has agreed 
to supply 500,000 metric tons under a 1972 PL-480 Title I 
Agreement, and is in the process of negotiating a similar 
agreement for 600,000 metric tons. Taking into considera- 
tion usual marketing requirements of 100,000 metric tons, 
the gap which remains to be filled in FY-1973 will 

likely be around 500,000 metric tons. 








Fiscal, Monetary and Price Trends: The FY-1973 budget 
attempts to incorporate all effects of the May devalua- 


tion of the rupee, but the devaluation makes meaningful 
comparisons with previous budgets difficult. The 
official projected budget deficit is Rs. 29.6 crore 
($26.9 million) for an increase in the permanent debt 
of Rs. 9 crore ($8.2 million) and of Rs. 20.6 crore 
($18.7 million) in the floating debt. [In addition, 
there is an item “use of cash balances" of 29.7 crore 
($27 million) which suggests additional borrowing. If 
that is correct, the total budgeted deficit is Rs. 50.3 
crore ($45.7 million). Subsequently, the Government 
rescinded certain unpopular tax increases which will 
decrease revenue by an estimated Rs. 6-7 crore 
($5.5-6.4 million). The Government has not yet 
announced whether the tax revisions will result in 

a reduction of expenditures, increased deficit, or 

some combination of these. 


The economy's inflationary potential has been increased 
by a relatively large growth in the money supply. 
However this is more or less offset by the high level 
of unutilized bank deposits and certain measures by 

the State Bank. Should there be a revival of business 
confidence resulting in an increased demand for loans, 
the increase in the money supply, together with the 
budgetary deficit, would exert significant inflationary 
pressures. 


In view of the numerous large wage increases recently 
granted by industry and the public sector, and of 

the steep devaluation, it is noteworthy not that 
prices have increased, but rather that the increases 
have not been greater. This upward price trend will 
continue, however, as the prices of certain basic 
commodities such as fertilizer have not yet been 
adjusted for the higher rupee costs resulting from 
devaluation. 


Increased Economic Assistance Likely Following Debt 
Rescheduling Agreements: On May 26 the Pakistan Aid 
Consortium agreed in principle to extend debt relief 
to Pakistan of approximately $234 million for the 
period May 1, 1971 to June 30, 1973. Separate agree- 
ments are being negotiated with each donor country. 


On May 17 the International Monetary Fund approved a 
standby credit for Pakistan of Special Drawing Rights 
(SDR) 100 million ($108 million), to provide net relief, 
after taking account of repurchases due during the 
period of SDR 74 million ($80 million). A debt 
rescheduling agreement between the United States and 
Pakistan should be concluded in the near future. 
Subsequently, it is expected that the United States 
will extend Pakistan a loan to purchase certain 
commodities from the United States with a value of 
approximately $60 million. Likewise, as they conclude 
rescheduling agreements, other donor countries are 
extending new economic assistance to Pakistan, largely 
involving tied procurement from the specific country. 
However, the International Development Association 
(IDA) of the World Bank contemplates making a $50 
million commodity loan to Pakistan in the near future 
with all good to be procured from member countries 
plus Switzerland. 


B. IMPLICATIONS FOR THE UNITED STATES 


Climate for Foreign Investment: President Bhutto and 
other GOP officials have stated that private foreign 
investments are welcome in Pakistan but that they are 
expected to contribute to the equalitarian social goals 
of the Government. Government's attitude toward the 
role of the private sector, domestic or foreign, 
remains ambiguous, however. Consequently, pending 
further clarifications, major private investment 
decisions are likely to be postponed. 
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Status of U. S. Business in Pakistan: The American Life 
Insurance Company, together with all other life 
insurance companies operating in Pakistan,is the only 
U.S. company in Pakistan which has been nationalized, 
Negotiations between the company and GOP officials 

are currently underway which, hopefully, will result 

in reasonably prompt and adequate compensation. 


Significantly, the GOP appears to be carefully con- 
sidering all consequences before proceeding with the 
implementation of a previously announced health scheme 
which could seriously affect the profitability of the 
private drug industry in which U.S. companies have a 
substantial interest. A key issue here involves the 
production of generic versus brand name drugs. 


Some U.S. companies face serious problems as they 

have not been permitted to increase their product 
prices despite significant higher rupee costs following 
the devaluation, notably in the fertilizer field. 
Likewise, the U.S. (and other) companies have not been 
permitted to discharge workers and have been compelled 
to grant large wage increases. 


Export-Import Situation: Largely due to the debt 
moratorium, draw-down of SDR 50 million ($54 million) 
of the IMF standby, an excellent cotton crop, and 
reduced demand for imports reflecting the industrial 
recession, there has been a substantial increase in 
foreign exchange reserves. These have been hovering 
around $265 million, as compared with a low of $196 
million in May of 1971. Debt rescheduling agreements, 
new foreign economic assistance, and another good 
cotton crop will continue to shore up the reserve 
position. However, Pakistan is scheduled to take up 
servicing of all regular foreign debt plus that 
amount covered by the current moratorium starting 
July 1, 1973. 
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Imports have been liberalized but the steep devalua- 
tion and lack of new private investment have dampened 
import demand. Heavy speculative import demand could 
emerge in the current uncertain atmosphere, forcing 

the GOP to deplete reserves or reimpose import controls. 


Prospects for the U.S. Exporter: Traditionally, con- 
siderably more than half of Pakistan's imports from 

the United States have been financed through official 
assistance. The previously mentioned Pi-480 Sales 
Agreement for 600,000 tons of wheat and the $60 million 
commodity loan, both of which are expected to be made 
in the near future, should insure that the U.S. main- 
tains its position as Pakistan's main supplier. Recent 
international currency realignments, plus Pakistan's 
linkage of its currency to the U.S. dollar (delinking 
from sterling), slightly improve prospects for more 
non-tied U.S. exports to Pakistan. Because of high 
freight rates and other factors, the U.S. price for 
many items still exceeds that of its competitors. 
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